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Po:s All Members of the State Bar Committee on Corporations

As you know, the Ageembly Select Committee is in the
process of writing a new nonprofit corporations code. The new
code will draw heavily upon the wok done by Harold Marsh and
you on the new corporations code. FoOr this reason your aid and
counsel would be most appreciated.

At the same time, & nonprofit law neceasarily presents
many issues which do rot arise in businees corporations. Yet
very little has been written that is helpful in such matters,
or which addresses the besic questions of why nonprofits exist,
what function they serve, and what abuses of them arise. Thus,
while the Select Commlttee ieg reviewing current laws, including
the recent New York reviszion, the proposed Canadian code, and
the Law Revision commirsion's draft, there ig additional need
for a conceptual anderpinning for the new code.

Ap a result the Relect Comnmittes is proceeding in
three areas. Pirat, it is drafting noncontroversial provisions.
Most of these are simply adaptations of the new corporations
law, and we hope =o rvosent those to you al your next meeting.
gecondly, it is tuying to doveloy the nac2ssary conceptual under-
plnning. We have enclozed a drafi, labelled *Introduction to
Drafting a Nonprofit Corporations Code", which begins this effort.
while it is academic in tonz, we talieve it is nesential to
develop this basic understanding in order to deal with, or even
recognize, the major policy guestions +hat will arigse.

Thirdly, we are developing a list of important basic
- guestions and lssues. while theese issues relate to the overall
concept of nonprofit corporations, they deal with more particular
aspects and proolemn, vp Sample of Particular Legislative Issues”
which is enclosed prasents some of these igsues, Wa would appre-
ciate your reflecting on them 8o that we can obtain your imput
at the meeting of the 13th.
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Wwe hope to follow the procedures SC successfully used
in drafting the new corporations code and in the Corporate
gecurities Law of 1968. We believe that by working closely
with the State Bar Committee on Corporations we will be able
. develop a work product similar in quality to that of those

IR Blyne—



September 7, 1976

[DRAFT: NOT FOR PUBLIC DISTRIBUTION]
PART ONE

Introduction to brafting a Nonprofit Corporations Code*

A. Preface

Drafting a code such as this involves several basic
~ objects. Firat is the codifying of common understandings, B0
that those 1nvolvedrin a nonprofit corporation may rely upon
fhe law either.to enforce their reasonable expectatlons, or to
require advance warnings when there are departures from such
expectations. Second'is £he identification of those areas 1in
which overriding soclal policies require particular rules re-
gardless of ﬁhether expectations are defeated. These policies
can result from an overriding interest of the public or a
_néed‘to protect the legitimate interests of members, directors,
the corporation or third parties dealing with the corporation
such as credipcra; debtors, tort claimants, contributors, em-
ployers and competitors. Third is facilitating the operation
of the corporations governed by the code, a task particularly
important in this code because of the frequency with which
nonprofit organizations are run hy people with little business
experience and without the financial means to obtain the services
of attorneys.

These three sbjects, although interrelated, may be
difficult or impossible to gsatisfy simultaneously throughout

the entire code. Nonetheless, an evaluation of proposed pro-

¥bart of the approach employed here was ingpired by an unpublished
paper by Henry Hansmann, “Ap feonomic Rationale for Non-Profit
Institutions" (September, 1974}. The authors wigh to express thelr
appreciation to Jerry Witherspoon and Richard Buxbaum, of the Boalt
Hall School of Law at Berkeley, the former for bringing this paper
to our attention, and both for providing many of their own lnsights.
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viglona in terms of theae objects should lead to a more thought-
ful consideration of underlying policy questions. At the same
time, we must reﬁamber that as a corporations code only, the
statute cannot deal with or solve every problem which may in-
volve honprofit corporations. Thus, while we may wish as a
matter of policy to ensure that nonprofit corporations do not
have an unjustified advantage over profit making competitors,

we cannot deal with one major ares -~ taxation -- that may be
guite relevant to this ccncern.

It would be helpful, if not necessary,'befdre making
policy decisions about particular portions of the code, to devel-
op a conceptual overview of the nature of nonprofit corporations --
_ the public interests served by allowing them and the interests
and expectations of the various private parties involved with
them., Although this conception will not be perfect at the out-
set, it will be refined as we confront the particular lssues
that arise in drafting a code, and as we talk to individuals

experienced in their operation.

Unfortunately, the iegal literature lg not helpful,
While business corporations have been the subject of numerous
books and articles, there is no similarrrecord of interest in
nonprofit corporations. The problem is'exacerbated by the tre-
mendous variety of organizations that use the nonprofit corporate
form: churches, retall outlets, fraternal organizations, consulting
companies, hospitals, automobile c¢lube, charities. Profit making
cdorporations may join together in creating a jointly controlled

nonprofit corporation to serve their common purpose, asg with
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-Hastercharge or a trade association. Some nonprofits exist side
by side with business corporations, providing the same services
to the asame public, as with hospitals, con3ulting companies or
tennis clubs; others combine charitable purposes with the carry-
ing on of a business tox profit, such &s a church which rune a
profit making mortuary buginess; and others appear to perform
functions entirely different than any performed by business cor-
porations, such as charilies, It seems unlikely that the same
rules should apply to all of these organizations, but we clearly
do not wish to rely solely upon an intuitive feeling that char-
ities are different from coasulting companies in drafting a code.
This introduction will therefore attempt to explore the nature
of the various kinds of nonprofit organizations subject to this
code, to gain a better underctanding of how they are different

as well as how they are the same.

B. fThe Current Code

Tne claspic responze of aunprolit ﬁ0d€$ ln general
and the California cede in particuler to whe heﬁildering array
of nonprofit corporatlons has been paimisziveness, presumably
designed to eccomodate all comers: aonproflt corporations are
supposed tc have membars, vet they may avoia having members if
they wish; members are ordinarily thought of as pa;ticipating
equally in the endeavor, but in fact ncx anl} are zlasses of
memberghip aliowed, but unequal veting righte withtﬁ claasee;
while the code apnears to ellow only “incldental® profit making
activities, profit making may in fact bz varried on ae a principal

purpose. Cumulative voting is optionel; staggerad terms of

-3



directors are permitted. 'Thua the California code makes little
attempt to codify common.understandings, or adopt social policier
but exalts instead the goal of facilitation by leaving largely to
those drafting the corporate ingtruments the choice of the rules
they think appropriate to their organization. Some distinctioné
are made between charitable corporations and others, but virtually
none in the fundamental area of internal governance that is the
principal business of the code. No attempt is made to
define "chariteble.” The bulk of the céde is imported, by
reference, from the business corporations code, although prac-
ticing attorneys and the courts are left with the task of
determining precisely which porticns of the business corporations
code in fact apply. 1In sum, the code reflects virtually no
ssnse of policy and a great deal of disarray.

When gueations do arise, solutions are attempted on
an ad hoc basis, with the result that the code containsg many
special provieions aZfecting only thie or that particular kind
of nonprofit corporation, ordinarily identified by its purpose:
a chambar of commerce here, aroup optometric services there,
socleties for the prevention of oruelty to animale somewhere
else. These provieions are cften nhanlete sppendages from the
date of thelr birth, since they usually may be avoided by forming
the corpofation under other provisions of the ganeral nonprofit
law. Indeed, +he provimions cf the current code specifically
applying to the Fformation of charitable nonprofit corporations
fall in this category, as most charitables are apparently formed

under the General Nonprofit Corporation Law instead.
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C. What are Nonprofitg?

pesplite the difficulties, there does remain one
fundamental characteristic shared by all nonprofit corporations
which distingulshes them irom busirnecs corporationg: there is
no claass of individuals analogous co shareholders to whom
distributions mav bLe made during the corporation’s 1life. It
ig important tc remember tliat this iz different from eaying
that nonprofit corporations do not rua pusinesses for a profit;
the Fact is thet a great many of them do, whether ae one of
a number of activitiés or as the principel activity.* The profits
generated by such a busineas may gc Lo other activities conducted
py the corporation; may be accumulated for later use as a source
of capltal; may be invented; may £ind their way into the pockets
of the employees of the oiganizetlon in the form of compensation;
or finally, may bz given indirectly to the memperahip ¢f the
corporation in the form of reduced membership fees or the pro-
vision of gouds or services a:t a discount. Bui whatevar the
result, it i8 always ilmportant in looking at thesge entities to
remember that while there are nonprofit corpurations, there are
almost no nonprofit people.

Nomnetheless, 2 variety of important dietivpctlions between

#Hhe accuracy of this ntavement nocessarily turns upon the defin-
ition of "proifis", which may not e &S pasily defined ae its common
usage suggests. OF-—iocusly, if profit iz defined ss & surplus which
ig distributed to the ownera in the form of dividends, then by def-
inition no nonprofit conduc:s & proflt maxing busineas., Yet it is
clear that a nonprofi‘ corporation which nrincipaliy runa a retail
department store selling gouds at 2 narkup, or & consulting company
principally selling the professional time of lts employees, 18 in
some ordinary understanding of the term oparating principally at

or for ¢ "profit" -- even though there iz no surpius distributed

to shareholders. A& nonprofit vorporation, such as a church or
university, which alasc owns 2 conventinnal business, ls a familiar
axample of the nonproiit npereting a profit making buziness as one
of & number of activities.
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nonprofit corporations and business corporations flow from this
fundamental characperistic of nonprofits. Some relate to the ec-

onomic or social functionws fulfilled by nonprofit corporations

and an analysis of these distinctlons will be helpful in develop-
ing a sense of why we have nonprofit corpérations, and what use-
ful functions they sarve whicn the code ounht to faclililtate.
Othars relate to the nature cf the interssts which thoae persons
involved in nonprofiis have at stake lp regard to them, and this
group provides the necessary underpilnning for any rules of in-
ternal governance. We arc obvioualy interested in both areas,
and for the purpose of discussion they may be conveniantly separ-
ated, although they are in fact intertwined and ordinarily pre-
gant themselves in pagticular combinations in any single nonprofit.
But hefore proceeding along this line, we must first
briefly develop a way of categerizing nopprofits so that we may
talk about the ways in which they d:iffar from sach other. They
may be separated into groups along two baslc parameters: fin-
ancing and contrel. Coaaldering financing first, it is clear
that all nonprofits are limited in thelr access to capltal as
compared to business corpurctions; in ezscence, they have no
source of initial capital, elthough onz segment of them -- those
favored with a 50L{c) (3] tax status -- wave access to funds in
the form of donations, a pource unicue among corporations. Others
may receive substantial donetionz even without 501l(c) (3} etatus,
such aag political lobbying groups. licee which rely primarily
upon donations as their source of funds may be called denative

nonprofite. Others, euch as the AAA or a tennis club, will
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rely principally upon feen or tha sals of doods and services,

and these may be called fee nonprofits. Many entities, of course,
fall in between these two pcles, such as the nonprofit college
relying upon botih: donatlons and tuition,

The gecond perameter is control, by which we mean the
formal power to elect the corpuration'e directors, For business
corporations, such initial control veually iliss with those pro-
viding the eguity or venture capital, but in nonprofits there
| may be no auch group, although thers may be snalogous distri-
butions of risk and control in zome cases. Loeking first
at our fee nonprofite, we can see that they fall into cne of
two groups: customer controlled, and wmplovea controiled. An
organization such ae the AAA or 2 trade association is founded
for the private benefit of ite customers, who ordinarily provide
by their fees or assesaments the funds it requires to operate,
in some, such as maay tennis —lubs or =puntiy ¢lubs), there is
even a& capital contribution raguired for membership, in the form
of & high initiation fa2e. Thaese customers also conatitute the
corporation's membership. Thase are trecrefore ctustomer controlled
fee nonprofice, and they may oscasionally lock like consumer co-
operatives, although they are formally different in that they
may not make pationage refunds to their members, since this would
constitute a prohibited dividend.

The employee controlled fee nonprofit, on the other
‘hand, is one alternative to the professional partnership, and is
illustrated by conaulting companies centrolled by their employees,
and, perhaps, nonprofit hospitale contrulled by their doctors.

Like the partinership, they effactively vrovide income for their
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member-employees {partners). The enmpluvees may themselves con-
tribute initial capital to the organizabtion, or, as may ha more
likely, the gUVErnﬁant contributes the capital in the form of
yrants, research contracts, or the tike. As in a partnershlp, the
member-emplovees may have their labor "at rizk” -~ this is, they
may find that they have invested proefeusional time in an organ-
ization which is ultimately unsble to pravide them with a reli-
able income. The risks might be smaller Lhan thoso which may be
encountered in the partnership, however, as, &t least in a gen~-
eral partnership, each partner ig liesble for all partnership
debts. But unlike a partnership, the nonprefit may not distribute
a share of ita "profiis" to the members, which means, nf zourse,
that members are not required te account for their distributive
aharé of profits or lecwsmes on their tax retuvrns, The corporation
may well distribute bonuses to i+s employees, however, which may
come to the same thing.

PDonative nonbproflits present a different puzzie, sjince
they are generally not organized for the private gain oi the
founders, nor with their lnvesfwent =f tinve, eflort or money
in the sense of investmenu for an cconomlc return, Although we
will explore the internsi governsno: implications of this later,
in the memorandum on Issiue Twou, W Gar nov ciagseify them into
two groups: donor conuroiled, and management controlled. The
donor controlled nonprofits, such as KJED or some art museums,
vast the power *tc elect dlrectors in one group of its donors.

The management controlled nongrofit, on tihe other hand, vests
control in the directors themselves, ander cods provizionas

which allow a nonprofit to designate its directors as lte only
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members. The directors, under sdch an arzangesmeni, are a self
perpetuating board, exercising power as members in the morning
to elect directors for the board meeting in the afternoon.

mahagement controlled donative nonprofits are not thé cnly

organizations utilizing the =ell perpetuating board in which
the directors comprise the entire membérship. This structure
is avallable under the General Honprofit Law to all nonprofit
corporatione, and other types make us: of it. In some cases this
may reflect no more than the simaii number of members, as in an
employee controlled fee nonprofit with cnlf three fbunding
member-employees, or & trade ansociation with only five member-
customers. In other cesea this cholce of orgenitzation is used
even though the class of smployees or customers is larger, and
others whose interests are arguably identical to the member-
directora are effsctively excluded from a voice in managsment.
Whether thig is an abuse and if so amenable to correction by

a code revision is exsmined in Part Two. For now, howaver, we

may merely observe that there are differences between the use
of the self perpetuating board by donative and by fee nonprofits

which have ilmplications for code drafting.

D. What functions are performed by nonprofits?
1. Donatives
with our gkatchy taxonony behind us, we can con-
aider first what functions are performed Ior soclety by the
donative nonprofite. The charity is probably the one that
most immediately comes to mind when the ferm nonprofit corpora-
tion 18 used. They provide an intermedlary between the donor
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and the recipient of the charity. Thiy essential functicn im
necessary for twu reasons. whe fiyst ie a produect of the tax
code: :t pravideﬂla rag-exemut entity to which donationg

may be given. There Ls a asparate sconomic function fuifilled
as well, however. While an jndividual with a charitable im-
pulee may be able on hiz owr to help a needy family down the
ploek, he ie not equipped to arcangs on nie own for the feeding
of starving Biafrana, and he may not wish to persounally take on
the burden of arranging for the care of those cleser to home,
He thus relles upon an intermediary who will accept his donation
along with the donetions of ather% to carry out this function.

Even apart from the tax consgideration, he is likely to pre-

fer the nonprofit organizaticn for :hils fanction on the assumption
that it iz more llkely %o use 115 donation for its intended pur-
poee than for the private ga'‘n of the entity or individeals
associated with itt, since the donatlve ronprfit may not dis-
tribute nains to sharcholdera in any event.

Charity ls usually defined hy aconomiste as the subgi~
dizing of ancther peraon's consumption. 8yt there is another
function rarried on by dnnative noaprofita which do not f£all with-
in this nerrow category, slthough the organizations involved are
equally charitable for the purposzs of the tax code. This fune-
tion is the production of certain *goods®, incloding intengible
ones Buch as knowledge, which the ordinary profit making body
may fall to produce because +he opportunity for private gain 1is
too remote, even though the public would benefit from their
production. The Cancer Soclety or the lieart Fund afa examples.

The kind of blological research fundsd by suvch organizationg
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may be paralleled oy the privabs goctar, vhera the poeaibility
of raaping profits by uae-ef the knowledge gained is present.
But the potential of sﬁ&h profits is often remots, particularly
where the vesearch will resulc not in a marketable and perhaps
patentable good, such az & druc or medical gevice, but in &
piece of knowledge which will fall in the public domain. Ob~
viously much research has both possibilities, but some re-
gearch may be more likely to produce immediate posgibilities

of gain. Little profit mey he reaped lmmedlately by dis-

covery of tha structure of the DNA molecule, desplte its
undoubted eignificance. Moreover, mecadse of a tradition that
such knowledge should uitimately be made generally avallable

by way of publication, rather than kept as a "trade secret,”
thera ig no affective way to murket the knowledge itmelf -- that
ig, to charge for ltnm psonsumpkion. Mor ia %tnowledge "consumed,"”
in the sense that use of it by the first percon prevents use

of it by another., Bomethling with such attributes s called a
"oublic good" by economigtas.? Public goods such a3 the knowledge
rosulting from ressarch aay be iﬁcidéﬁéially produced by &
profit making entity, wut itag choice cof the research to be
carried out will ba governed by profit making considerations --
the possibility that tha rmacarch will yield » private good,
ouch ae & patentablie drug, which may ba marietsd, The public
may wish to ensure that other resaarch without this immediates

profit making potential is sleo conductad.

#vhe term "public good" may be somewhat confusing, &s most people
think of a "good" ‘in the eonventional sense of a tangible item
of economic valus. Bui as this is the atandard label used by
economists, we have made no attempt to changs 1¢.
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a nonprofit form may be orvcial in titis endoavor,

A groug of people could inﬁiﬁidﬁaily nire the rervicez of
physicians, biolegists, etc., to caryy on aoume rezearch task,
but the difficulties with such en arrangemént are endrmous,

If the contributors wish to insure that the funds are uged

for their intended purpoee, they each weuld have to have a
separate private contract with those providiprg the research
services, and they could enfurce choir bargain only by sulng
upon each sf these individual contracis. It is far simpler to
create a nonprofit intermediary to hire the researchers and
receive donations from thoge wio wish to cortribute. The
intermediary thereupon tekse upon itaeli the task of ensuring
that the funds are expended for their intended purposes &and
agsumez administretive regponsibilities; the contributors rely
upon the nonprofit charascter of this intermediary ag agsurance
that the funds will not be diverted to privats gain.

There are cther such »ublic gond functicne carriad out
by nonprofits. The univeruity lg probaply the leading exampls
of the research-producing nonprofit. and that resaarch functior
is ohe reason why tuitlion raraly neyn the full cost cf running
it. "The halance is derived from donationsg, cither private or
govermaental, tc suphort tnis "public good.” The American
civil Liberties Unlon or a public interest lobbying group
such as Common Causa aleo provides public geoda, although the
public may disagre= A3 te whether 1t is really bunefitted.

_1n both cases there are pnrofit making entitles incidantally
providing the cgame product -- the ihwyer with & paying client
who raisesla Piret Aamendment claim on his behalf, or the corpora-
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tion whose private intefest LUGULULHE Iuppol 3f a “refurm”
measure -~ but ap with xés&ﬁxah, the nonprefit group can £111
the gape left by the profit making entity. The moast familier
example of this is puklic televis:ion. Televicgion im obviously
a public good, at lzast ntil we nave a pay ™ system, but it
is incidentally provided by the privake gector which sees a
profit making opportinity in Financing it. But the kind of
television prodused by the private sector ir limited, ana wublic
televigion, producaed by Aunative novprofits, #ills some of those
gaps.

In summary then, donative ronprofits, by virtue of their
nonprofit characte=, cffer twe advantagen sver budinees corpora-
tions for fulfilling their intermediary funcotion. Pirst, they pro-
vide an antaty eligible for hox cxempt gtatue to which donatione
can be made. The policving of thia functing 18 more properly
a subject of the tax laws racher thun a ouzstionh of concern
for a vorporations zode. Sacond, hovever, they offer an admin-
istrativgly cenvenient intermediary function and thelr non-
profit status providen agsurance that Funde conuributed to
tham wiil pe used for the donor's intended purpose rather than
for private gain. Whethar the nanorofit status of these organ-
izatione in fact reaily offeve thin second advartsge ls another
matter which we should address. 3ut for now we may conclude that
it is this apparen: udvantage of nonbrofits which in part accounts
for the public preferenc: for them, They thus offeir a means to
a donative goal that would not otharw.se ba avalilable in ccrpcrate
form, although the cheritable trust oz unincorporatad assoclation

would often provide a noncorporate altesnative.

-
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2. Yee Honprodliis
The fee nouproefits provide an ertirely different

funetion: rather tihan filling 3 role which cannot be filled
by businane corporatlicns, tie fee nonprofits often exist side
by elde with businses enrporations with whom they competz. We
thus have both profit and nonprofst hespitale, schools, tennis
clubs, sucomobile clubs ard depertment scoves. Clearly the
nonprofit siatus of these institutione fnfluences customer
preference, Peopis cften beliasvae, whether juestified or not,
that # nonproflt nuzsing home, szhuel, hospltal, oxr chlldcare
center is likely to be superier to a profit making one. They
might fael the szzme way about & acnprofit corporation producing
automobilen, if nonprafit corporstions hed tha capltel avall-
able to then to enter into =2ucnh a1 area. Somegimes this custo-
mer preference is relativaely sbatrack, hurdly rsore than a notion
hased upon the labal “scaprofic," whichn conveys the senss thek
the orgenization is more likely *o give the customar a “geood
deal,”" whethar by way of price or aquality of service, Or that
the organization is zerlally worthvhile and derzrves pupport.
That not.on mey ot wsy not ke raallctic: it rnay apdpear, for
example, Lo have soie validity an the care of nurping homas,
put not in the cage ol =ertein noarrn{it nosplianls, {Ses, e.g..

Lowry Hoapitsl Bseociatior v. Comuissione., 6§ T,0. ==, #B0,

C.C.E., 7571, B/i&/76. )
A fee noanrofic whiecn g customeyr ceatrolled offern
more direct tengible benelits o lte custsmars, however. Theee

benefits may ba economic o may result Zrem tha sbllity of the



customere to directly conirol the policies and practices of the
organizaticn. For &xsmplr; paronts may profer enrolling their
children in a daycare center controlled by member~parents be-
cavage of their abllitv to contrcl the poiicy and practices

of the entity. This 1z a poesiovility not ordinarily available

in a profit making institution. The same advantage may be present
in tennis clubs or country clubs or vevious soclal organizations.
An employee or management controlled nonprofit doea not offer

this eadvantage.

At the same time, however, one joining & nonprofit

tennis club, for example, may f£ind thit there iy a high initia-

tion fee which is, in effect, a capital contribution. Payment
of this fee mukes the membar-customer reluctant to apandon his
regular patronage of the organization. He would not feel simi-
larly about a profit mnking ternis ciuvb which merely charged
periodic fees hased on actual use. 3y soiniag & tennis club with
a high initiation fee, the membexr haz sacrificed some mobility --
the ease with which he might toke hig business elsavhere -~ for
a vote in -hz mansgansat of the satity, This is perticnlarly
true 1f the initisticn fes is nob celundzd upon ths member lsav-
ing the orgonirzation.

The promotew, on the otisr hand, nas dglysn up control
over the organization to the riember-cugtomers ln exchange

. for their aasuming +hs risk., .hat iz, in s profit making tennis

e

ciub, the promoter puts up the risk capital. =ilther alone or
in combination with others who ahere in tna ovnerzhip., and hs

takes the risk that asz mey not be ab.c o chiain thz customers



necessary to run the operation in a profitable manner. With
the nonprofit form, however, the customers themselves may put
up the capital and prowvide an assured patrorsge to the promoter;
in exchang», the promoter has givar up effective control over
the entity to the customers. 1In tihis context then, the non-
proflt form provides an alzernative wethod for a group of
individuals +o distribute zmontrel zrnd at loast initial risk

when banding togethsr to form some joint znterprise.

B, 1dentifying the Interests of Participants

Thicp last discussion brings us to our second area of
cohcern: the interaris at stake by those who are invoived in
a nonprofit corporation, principaily those serving on the gov-
erning board, and thoce who are membe:a of the corporation. In
the case of donative nonpiofit corpoictions, the interests of
centriputors are alse important to conslder.

The simplest czee is tha custoner~controlled fee
nonprofit corporaticn, such as the toanls club we have just
discugaed. Az far ag the members are coacerned, it is ¢lear
that the endeoavor has been organized prineipally for zhelr
private mutusl benefit cad with their cepital, and they have
the same concerns -- amd shiould have the sams rights -- as the
shareholders of & pusinene corporation. The “nrolit” thay
expect to get is provision cf sowme gocd ur service rather than
cash, but i% vemaine tne cese that thair intarest in obtaining
a “return" of their loveusimen” etceceds any interest of othere
tﬁat may be invcived, snd ns public interest iz in jeopardy

here. 7The asme srovment appliess o trade or roseseional
" .4
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asgsociatione which cater o those with particular business in-
terests as opposed to recrecational iaterests. These are still
customer-gontrolled fes nonprofits. I+ is in this area that

we may moet comfortably draw upon the familiar principles of
business corporation law and assume that the members represent
no more than their own perronal self-intereat, and the directors'
major obligation is tou the mombers.

The other extrems is the management controlled dona-
tive nonprofit corporaticn, which would have no group of mem-
bers distinct from thossz serving on the boerd of directors.

In such a situation, vhere the board and the mewbers &re one,

it is apperent that the board represents no private interest

3

other then its own. ‘'et there are sthor interectis which de-

-,

garve protection in :(+~h sn entity. Jirst of &11, therfe is
the intersat of thosge who contribuze to chrr viganizaxion;
although thev have nc furmai mechod ol control over it under
corporation lay, thay moy be whie ¢ exrercien inllnence by
conditioning caeir contoibubions on taclt dnderstandings as
to the direction of the enzity’s ventlivitles, cunditioning
future contrihbutisne ot cush an updpietanding, cr even creat-
ing & formai troust instoumens by widdeh e onforoe thelr views,
The recipiente of %tihe sepvicer or yoodr purchozed by the or-
ganization eleo have on inceresi, ¢lihough At 1o not one
which has historicslly boeern recocnlied la the law, Finally,
t

the public hag an inrersac. Thie [0 in par
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the grouads thot theus argandziuion

favorabia Lax treatment witol *o hein anisgtaocs, but fdhe
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rationale ia broader than that. Those in controsl are answer-
able to no private body, and profess to engage in the endeavor
golely for public purpcmes rather than from self-interest,
‘They solicit donationz on that hasis. The public therefore
has an interest in insuring that such solicitations are done
in good faith and that the expenditures of the corporation are
congistent with itsg representations in the course of solicita-
tions. This public interest exceede any private interest that
may be pregent in thease organizations.

More troublzzome are the somaining categories ~f non-
profit corporaticns. The donor-controlled donative nonprofits
such as KGED or an art museun, wiich vast formal control in one
group of their contributers, fail ln this clesz. Indlvidual con-
+ributors become membhorrer obhoary, such &8 corporations or founda-
tions, may not. The coniributcr-members expect the directors to
represent thelv views, ané are or may be in a position to enforce
that expoctation, vYei at the meme fime cther membera of the
public, as well as non-mesber contributors, mey expect the
board to ropresent a brooder pubklic interest as well, and the
board may view its own rcle with ¢Lis brocder perepective --
particulariv Insefor as it deplres to maintain an amicable
relationahip with nop-mamber contributorrs whose continued
financlal support may be nrocial te ths ovganizatlion®s future,
1t 1s not purprising that such an arraangemont would lead to
sarious internal Aisputen, as evidenced by the recent battle

* within XQubD.



The employee controlled fee nonprofit slso presents
unigque probleme., We have already dizcussed the motivations
and intorosts involved in the customer cos“rolled feg non-
profit, euch es cthe tannis ciub or deyvare centesr, and their
rationsle poems rather streichtiorward. Yet there are fee
nonprofite controlled by s portion of thelr uwployase, such
a8 certain regearch-coneulilnyg groupa which provide smploymant
for their members, as well az othare whe may be hired. Thay
are labor intensive bDusinesses, which silow them to move for-
ward with little capital demarde, aond the small amount of fin-
ancing required ccomes from thelr cuatomera, ofiten various gov-
ernment eanticzlea, 3ut conirel io vested in tho emsloyees, or
some group of them, and the notivation may bz primerily profit
makine, such am the gunarocica af hunlnszsg. co suppozt daesirebla
jobe for the members e nre high pald prutfoszionels, They
ave mirpiier to A professicnel partnecohip using & nonproffit
corpsrass fori. Vha pemior: heva intereste 14 che entorprise
giadler to thowsa of oserineis s o iow 2irm, «mi tho directors
are thoiy represantativas =- L Chav opd hot the rame pesople
altogoihsy,” Tho guatomors e~ ususlly waLicur covaranent
agennien ~~ BRYS fo Jerc. volsn ln oig AFRSELLL. govarnance
ané nead noney Like avgionatr of any peofit nraliag ontigy, Af
they cannot movisly thede latoraste %y contractinl provisions,
thay Jan i2&ko thalsr busincen alnavharo.

Uad nignt cassenably nak why 4he premotere of these

.

*0f govrgs, icr thu reaeone sonkionzd on pages T<0, profosmionel
partnorsiipe sra A fNerant shen twaiavar contralled fee non-
profits.
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organizaiions chose the nonprofil corporate foram. it is
unlikely that there ir hidden tax sdvantage. It may be that
the customers, or at least some of then, buy the corporation's
garvices in the form of grante, and that by law nor regulations
suoh grants can onliy be “given® to a nonproflt entity. There
may be other factore involved, peculiav to each case, of

which we are not aware, In ary evant, it would appear that
there is ro interest involved in those orgonizations which
requiras protection in the internal governance of these organ-
{zations other than the intsrest of ite membar~employees,

represented on the board of directors,
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PART TWO

A Sample f Particular Legislative Issues

Issue One: Should any limite be placed upon the right of a
nonstock organization to conduct a profit making business?

This guesticn breaks down into two parts: first,
should nonetock corporatione be prohibited from engaging in
profit making activities am their principal or sole activity
(mee page 5 of Part One); second, should nonstock corporatione
be allowed to engage in profit making and nonprofit making
ectivities ut the.ﬂame time?

A. Profit making as & gole activity.

SBome states under the “functional" approach allow non-
stock corporations Lo brc formed for only limlted purposes, and
any activities outpide of these allowable purposes are pro-
hibited. Particular profit msaking ackivitlies may be pro-
kibited. Other ntates follow the "economic® approach, which
proecribes the distribution of dividends or prcfite to the
members except on &Gissclution and othervwise allows the non-
stock corporatlon to esngage in all lawful activities. Cali-
fornia emnicys an economlc approacih.  See chporationa Code

§3200; Note, Parmisepible Purpoaes for Nonprofit Corporations,

51 Colum.L.Rev. BBY% (1951}.

As we have scen from Part One, the nonstock form
can flexibly and effectively satisfy a variety of diffsrent
needs. Where it exists in compeotition with profit making'
entities, it may fulfill 2 different roiz and may provide a
useful or dealrable altarnative. In any cvent, thare appesrs

to be little if any evidence that nonstock cornorations have
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been abused in any way which could be cured by a restriction
upon the purposes for which they may be formed. Our tentative
conclusion, therefore, 1s that a change in California law to
1imit the purposas for which nonstock corporations may be
formed, in an effort to prevent them from entering certain
areas in competition with profit waking businesses, is likely
to inhibit the formation of putentislly usaful alternatives to
the buainess carporagion without any offsetting gains. It
would &lso be inconsistent with the approach of the new corpor-
ations law which severely limits the ultra vires doctrine. We
would therefure recommend tha: a new nonprofit code continue
the current California spprcach, foliowed in a majority of
atates, which allowo such corporations to bz formed for any
purpogse 80 iong as there are no distributions to members ex-
cept on dlasolution. |

£ thé Comaiitee chooaae to foilow this recommendation,
it is then lmportant to keep i mind that the rules we write
will frequen:ly govern entitias vhich resembie business corpors~
tions in some imporiant respectec. This aas two resgults, Fivset,
the Committee should consider adopling a different title or la-
bel for such ccroorationz, as tie neme "nonerofit" is likely to
be misisading. This ia not cnly f{or the benefit of businens
competitorn of a "nonprofit® corporation, but for the benefit
of its customers who may be attracted 4c it by virtcue of un-
warzarted assumptionsn chout its goels and the econotics of its
gperation. e have adopted the word "nonatock" as a substitute

for "nonprofit.® This may not be the word or concep: which we
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ultimately choose, bue i@ an improvemeni over the mislesading con-
cept of "nonprofit corpoiations. Of course, charitable non-
stock corporations shouid be allowed to say they are "char-
{t+abie corporations.”

Second, as a result of the wide range of activities
which are and wlll continue to be ailowed nonstock corporations,
the interests of varloua parties who may become involved with
them are often but not always gimilar to the interests of those
involved in profit making corporations. The interests_of credi-
tors and tort claimants are almost the same. The interests of
members and direcinrs are different than those of shareholders,
and business corporation directors, but present many parallel
problems. Ruleoc wa develop with regard to such paople should
tharefore take the similarities and differences into account.

B, Prefit masking und nonprofit making activities at the

same time.

Conceptually the second lesue cculd be repolved
differently. Thue it is possible to fecide that a nonstock
corporation cannot run profit and nonprofit activities &t the
game time, even tiough wz have concluded to otherwisa allow
profit geherating activities by nonstcck corporations. Section
9200 of the currenz cole siates that “sarrylng on business at
a profit...incident to the main purpcse of the cocrporation...
[18] not forbldden to nonprofit corpoxations...” The ghrnse‘

‘#incident to" has been intarpretad by the courts to allow non-
gtock corporatlions to carry on profi making businsss as a
principal or zo-edqual seedvity with a nonprofiv o charitable

activity. 1In Gromsn v. sinci Temple, 20 Cel.Ap.3d 614, 99
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Cal.Bptr. 5G2 {1971}, the Sinai Temple In Los Angelsz purchasad
a portion of Porest Lawr Cemetary Association, including eighty-
two acree of cemekary property as well as undeveloped land and
a fully equipped mortuary. The capacity of the acquired businees
greatly exceeded the needs of the congregation. Therefore the
synagogue sought buainess from the zntire Jewish community through
advertising and other solicitation. It waa successful, and by
1968 realized substantial prefits by conducting more than 20% of
all of the Jewisgh funarals in Los Angeles County. The case arose
when a businese competitor challenged the oparation of its fun-
eral business as bezyond the ullowable scope of its activities under
its articles and Section 9200 of the Corporation Coda. These
arguments werewfejact&d by the court wh{éh‘concluded that the
Legislature was concerned principally with improper distributions
of profits and did not intend to limit the profit making activ-
ities of nonstock corporationa. The ¢ourt thereform found that
80 long as thare wera no distributicns in violation of the
nonprofit law the aynacogae could carry on lts profit making
enterpriee a3 one of itn subatantiel activitiao.

At ona time the conduct of a profii making busineans
by a nonstock organizeticon might have provided it with a tax ad-
vantage ovar ite pbusinecs competiicrs, but tan reforms which have
placed the unralated buspinose irncome of nunctock covporations
on the memoe footirg as for-profit scrporntione largely elimin-
ated thim igsue. Furthermors, aualynie of the potantial iosues
ih corporations engeging in mixed profit and nonprofit activities
appesr tc resolve thwnselves eiong lines zimilor to the basic

guestion of wheother & nonsteock vorporatlon shoulld be formed for
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the smole purpose of ngndgcting a bupinemes tor profit. That is
to say, the only serious problems that could arise are those
resulting from the misleading name &applied to the organization
when it conducte such a profil making business, as well as the
necessity of protecting those dealing with the nonstock corpora-
tion.

indeed, it might be beneficial to ailow a charitable
corporation to conduct a profit making enterprise. Thie would
allow it to ygenerate funds to further ite charitable purposes.
Individuals might even deal with the profit making activities
of a charitable corporaticn because of a desirs ﬁa support the
charitable purposes of the nrqganlzation. In the cape of
charitable corporatlons, nmoresover, the nonprofil lﬁw has tra-
ditionally barred diatuibucion of the aspets (v memaers aven
upon dissclution; & ruls which we should cvetoin. LB a result,
such & profili making business will immrz prinsipally to the
bencfit of the ciharitebie purpozaz 2oz vhich tha eatity has been
formed and lg tharefore more iikaely .o be to the vublic's bene-
fit than to its detriman:, Howaver, ve ahould beer in mind
thesa profit making acﬁivitias vhilc drafring tha ccde, B8O
that the interasts of virlous vsveons coonacted with or dealing
with such a charity will bo protechoad,

For noti-cherirable corporations, which will distribute
surplue to ite members upon dlasolution, ownership of a sub-
stantial profit making busisess could conceivably present more
problema. But ihage preblems can oo scivad oy protecting the
rights of members, crealtora and claimento rather tﬁ&n by

prohipiting such prefit nweking selivitles.
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lssue Two: Bhould all or some nonstock corporatione be re-
quired to have mémbers?

Current Calitfornias law resoclves this question by
sleight of hand. The entire code ip written upon the assumption
that nonprofit carpofdtions have membersa, but that-ansumption is
entirely undermined by §9603, which »rovides that where a non-
profit corporation falls £o provide for members, tha directors
shell be the membara.* 1t appzars that §Y603 was initially in-
tended as a savihgﬁméiause for the berefit of corporations formed
with no group of perscns initially designated as members, or
which subsequently find themselvez without memivers for some
reason. It has in fact been used, however, as & method by
which one may form 2 memberiess nonproflit corporatlon with a
self-perpetuating board oif divectors. who elect themselves per-
lodically hy taking off thelr dlrector hats and putting on their
member hats. Such a use of this asction hap received judicial
approvel, and the articles of a Collforznie nonprofit corpcr&tion
may provida thac it shall have no membors, cother than its directors.

Brown v. Memorial Netlonal Fouwe PMoundetion, 1€2 Cal.App.2d 513,

521, 329 P.2d 118, 7% A.L.R.2d 27 (1958},

This in &n unsavisfachery state of affeiray to the

*There nelther the articles nor by-laws of a nonprofit corpora-
tion provide for members therecf as such, and in any case in which
any nonprofit corpuratioen hac, in fact, no members other than the
sersong conaitituting lts bhoard of divectors, the persons for the
time being conatituting itg governing body or board are, for the
purpoee of any atatutory provision cr rule of law relating to
nonprofit corporations, the members oi the corporation and sghall
exarcise all the rights and powers of members thereof.”



extent the new code allows semberlase® nonstock corporations,
{t shouid do so expresely and aot by guch indirection. The
question the Committee must decide, however, iz whether any
restrictions should be placed upon the formation of memberless
nonstock corporations.

Nelther the literature on this aubject, nor recent
code revimsions provide much eid. The model nonprofit code ig~
nores the issue. The racent New York revigion requires all
but charitable corporations to have members. New York Not-For-
Profit Corporation Law, §601(a;. Unfortunately, we have found
little legislative history describilng its source.

an initial examination revaals that donative nonprcfits
frequenily use the memberless nocnprofit form. Such groups are
virtually exclusively charitable within the meaning which that
term ham to both the laviean snd the tax attorney. Here there
ia nc group of privnte {ndividuais wich an interent easily
fitted into the moid of memberchip, elnce the organizations
purport to serve # pubiic Zunction -~ chority and the providing
of public goods ~- zatnar thsn a orivets intersec of some identi-
fiable group. Fcr these groupe, then. governmental supervision,
treditionally vesied in the Attorney Generul on behulf of the
public interest, hae sexvad sv che primuipal gsafequerd. 'The

Attorney Genaral, at lesst la theory, ensures that the funde

e Term "memberless” it technicelly wrong, since the directors
become members sutomatically under the lav. But it is & convanient
term to describe these corporations, in which +ha directors have

no constltuency other than themaeives, and® arz ia effect self

perpetueting.



are not diverted to private gain, either during the life of the
corporation or upon digsoliution. The Attorney General does not,
of course, involve nimself in questions of policy; he does not,
for uxample, raview the decisions of the Cancer Soclety as to
which research to fund; This ia left to the internal govern-
ance structure .of the entitlies. Potential contributora who
disagree with those choices may simply cefrain from contribu-
ting; there is otherwise little control over the declsions of

the directors of memberless donative nonprofits, But neither

is there a private intereat which necessarily requires such
control in the form of membership rightsa. We may thus tentatively
conclude that whatever rule ls adopted should allow the continued
uge of the membrrless nonproflt zorporate form for those char-
itsbie corporations which choosme 1t.

We now move on to the fae nouprofits, many of which
do have members and all of which have classes of people with
private intereats that the membership concept ghould protect.
Some do hafe, howevar, mither self-perpetuating boards, or
classes of membership, snd these structures may at times frus-
trate the reasonsble expectations of membership rights which
private parties may have. tnfortunately, reflection reveaie
that practical difficulties of draftsmanship end a reluctance
to intrude into the internal affairs of private organizsations
may prevent any atiempt tc mandaze the beneficial aspects of
membership. An axample will help explain the problam.

People joining a nen-donative nonprofit corporation

‘may do so, as explained is Fart One, in order to obtain a vote
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in the management, and in doing so may sometimes reduce their
mobility -- the ease with which they can take their business
alsewhere -~ as Qhen a large nonrefundable initiation fee is
pald to join. Yet they may find upon joining the organizaticn
that in fact they have no effective vote., Thug, one may join

a tennis club only to discover that there are a small group of
people who possesa all of the true giempbership righte. This

may occuy where a nonstock corporation employs the term "mem-
ber" loosely, 8o that onz is led to believe that he is purchas~
ing a membership eatitling him to vote for directors when in
fact he has no such right. Alternatively one may discover the
organization has classes of membership such that one small
group constitutes the only class with effective control over the
organization. The individual in such a sltuvation has surely
had his reascnable expectations fruatrated and might well ex-~
pect that the law would protect his interests as a "menmber."
Bimilar abusee may occur in organlzationes of artists or in
trade or professional associatiocnsg.

Correction, however, presente Lremendous difficultien
of draftsmanship. One may Iirst note that any statutory lahguage
which marely required menbership, without more, could sasily be
defeated, since there is nothing to prevent a self perpsztuating
board of directors from fashioniny membership regquirements which
would effectively exclude ali but themeelves. This is particular-
ly true where the reguirzments were sppiied by a "friencdly" mem-~
bership committee vested with authority to pass upon applications.

But in any event, the potentisl for abuse arisas not because
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the organization is without members; in fact it does have mem-
bers. The probiem is that the only members, or the only members
of the controliing cless, constitute only & small ﬁorticn oL
those who reasonably expect to have a protected membership
interest,

A statutory sciutiocn, therafore, would require language
which effectively identifled those people who reasonably expect
membership rights and require the organization to confer such
rights upon ﬁhat entire class. The identification of such a
class of people by statutory language appesrs to be virtually

impossible, as the criteria would vary with each type of organ-

ization. The task is further complicated since we oftern wish to
preserve the flexib.lity of most nénstock nrganizations -- social
clubs, tennis clubs, or even trade assoclations -- to control their
membership for a variety of apparently valid raagons ~~ at least
where there is no racial. sexusl cr religicus discrimination.

In a tennis club, for example, the directors inight want to

allow junior tennis playera to usz the facilitles without pay-
ing dues or a membership fee. 32 trade association may desire

to apportion itg fees in an uneguel manner, and use a class
gtructure so that voting rights reflect the warying contribu-
tions. A group of parents forning & childcarz center may wish

to do the same. A soczial club may simply choose to restrict
membershlip to thoee with whom the current members desire to
associste. Thus a solutlon which reguired an organization to
admit everyone to uqual membership rights would make iittle

senge, In a pluralistic poclety it 1= uzually undesirable to
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mandate the class of people who must be members of private
organizations.

A small but potentially helpful step would be
to restrict use of the term "member® to situations in which
true membership rights were being offered. Enforcement could
be vested in the Attorney General, who would be empowered to
seek judicial orders enjoining violations. One might even
proﬁide for some form of private relief -- much as affording
such persons actual membership rights -- where the violations
were wilful and with an intent to mislead, and where such a
result would not be unfair to those aiready exercising member-
ship rights.

Moreover, it may be that there are certain particular
types of nonatock czorporations the nature of which makes a draft-
ing solution both possible and desirable, as where the class of
persons who reasonably expezt to have membership righits are
eagily identifiable and definable by statute, and where there
is evidence that frustration of those expactaticné is in fact
oceurring. The possibility should be constantly considered as
the new code i drafted, even though inposing a membership re-

cquirement should be approached with caution.



Isgye Three: To whal exbent shonl:d a member's inteorest in retain-
ing his membership be protected by statutory rules setting forth
a minimum amount of procedural due process in termination or
exclusion?

| This is a guesntion peculiar to the nonstock form which
does not arise in a business corpeoration, in which there is usu-
ally no qualification for ownership of shares other than the
neceggary monay in hand with which to¢ buy them. In nonstock
corporations, on the other hand, a €ifferent tradition has been
prevalent. Social clubs, often unincorporated, usually pass upon
applicatione for admission tc membership, and are accustomed to
terminating memberships as well. This is carried over to various
formé of nonstock corporaticns such as tennis clubs, church
groups, or professional or trade associations. Depending upon
the nature of the nonstock corporation, the expelled member may
‘or may not have some substantial financlal or property interest
at stake. In the customer controlled fee corporation, he may
have made a substantial contribution to capital in the form of
an initiation fee which ic forfeited; in the empioyee controlled
fee nonstock he may have an even more substantial contribution
to capltal, and his entire livellhood way be tied to his con-
nection with the organization since it mey provide him with

employment. In both cases, his right to share in the proceeds

upon dissolution is also at issue, and although this frequently
will be speculative, it may nct always be so remote a ioss.
These are examples of crganizations in which the member has an

interest similar to <hat of shareholders but is subjected to a



potential for expulsion to which shareholders are not ordinarily
exposed.

In a professionsl or trade assoclation, which 1is
ordinarily organized as a customer cvontrolled fee corporation,
the member's interests may extend far beyond his financial in-
vestment in his membership; his ability to carry on his profes-
sion or hisg trade may well be impalred by virtie of tne expulsion.
This membership may thus he of “remendous financial éiqnificance
although of a kind different from that ordinarily associated
with the ownershlp of shares in & pusiness corporatiocn. Fflnally,
we have other forms of nocnetock corporations in which the mem-
bership interest is principally one of social etanding: the
gocial ¢lub or church membership. Here courts have historically
found more difficulty in developing & dostrinal kasis for
intervention upon the member's hehelf{ against arbitrary expul-
sion, because of equity's zradivicnally exclusive concern with
property rights. But strong argumeate may be made that injur-
ies to reputstion and soeial slaundinge rerulting from arbitrary ex-
pulsion merit some torm of egquitable relief. See the classic

article on the subject b» Chafee, The Intaernal Affaira of Asso-

ciations Not for I'rofit, 43 Barv.L.Rev. 393 (1930).

The California cases have olearly established that
where the member has some arguable property interest associated
with the membersh:p, such as those &ssocisted with membership
in a professional assoclation, minimsl due preocess atandards

must be followed by the association in terminating a member-



ship., Pinsker v. Pacific Coaat Scclety of Grithodontista, 1

Cal.3d 160, 165-166 {1969} Ascherman v. Ssn Francisco Medical

Society, 39 Cal.Ap.3d 423, 647-50.

Where religlous orcanizationa are involved, however,
the doctrine has traditicnally been more confused becauee of
the sccepted rule that courts do rot ordinarily insert them-
gelves into the internal disputes of religicus organizations.
The source of this rule, howsver, is the reluctance of the
court to be placed in a position in which it is asked to make
decisions turning upon resclutlon of doctrinal disputes within
the church; indeed, a court acting in such circumstances is
likely to run afoul of the First Amendment. But one can dis-
tinguish between the grounds for an expuleiecn, which may be
related to a doctrinal diapute, &nd the procedures under which
i1+ 18 carried out, which ofter have no doctrinal content. Thus,
where the court is asked merely to insure that these procedures
were not arbitrary. or that the body foliowed its own rules,
there may be no constitutioral bar tu judicial review. Such
review, in effect imposing minimal procedural due process stand-
ards upon an expulsion, is przcisely what courts have ordinarily
done in all nonstock corporations., The general rule is that the
body ie required to edheras tov its own bylaws or other governing
instruments in expelling » membe:r, and that one mav not be ex-
pelled withottt notice and a reasonable opportunity to defend

against the charges made. Cason v. Glass Bottle Blowers Associa-

tion, 3? Cal.2d 134, 142-146 {(1951) {unincorporated labor union):

Taboada v. Sociedad Espancla de Beneficencia Mutua, 191 Cai. 187,
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191, 215 P. 673, 47 A.L.R. 1508 (1923;. In Erickson v. Gospel
Poundation of Californis, 43 Czl.2d 581, 275 P.2& 474 (1954),

the court, while expressing some reluctance to impose upon rzlig-
ious societies the same rules applied in other nonstock organ-
izations, in fact did sc. In Erickscn the corporation in guestion
had only three members, whe also served cg its board of directors,
and the plaintiff brought the action to upset his expulsion from
membership. 7he court sustained the expulsion only upon £inding
that the organization's bylawe had bean followed and that the
plaintiff had been glven reascnable notice and an opportunity to

bs heard, A similar result wae arrived at in Qwen v. Board of

Directors of the Rosicrucian Mellecwship, 173 Cal.Ap.2d 112 (1959).
' Thus, although ths statutes currently require only
that "membership may be terminated in a meanner provided in the
articles or bylaws," Corporatiuns Code §960B, the courts have
in fact developed additional standards of minimal due process
to protect members against arbitrary expulsion. Because of
the interests which such members ordinarily have at atake,
this judicial doctrine is probakly sound. The question for
the Committee is whather an attempt should ke made to codifly
it. The purpoee cf eguch a codificatlion would be to give the
rules more certalnty, both in insuring thely continued appli-
cation and in providing practitioners or laymen involved with
a clear statament of the guidelines or minimal guidelines they
fmuat follow in terminating a mempoership. The argument against
codification of these rules would be the desire to preserve

judicial flexibility, at least for a while, so that the doctrine
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may be further refinecd in light of continuing experience with

such problems as they arise.
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Isgue Four: Should the code provide for some administrative
mechanism, as an alternative to the judicial forum, by which
internal disputes may be settled?

A number of people with whom we have talked have
suggested such & procedure, and William Holden of the Becretary
of State's office has alrsady given some thought to the matter
and has recommended the creation of such a forum. There are
a number of reaeorns why the creation of such an ndmiﬁistrative
mechanism may be particularly helpful in the nonhstock corpora-
tion area, First, it appears that nonstock corporations frequent-
ly operate in an informal manner which results in great con-
fusion if disputes arise. This informality may result from
placing responeibilities for runiiing the nonstock corporation
in pecple who have little business experience, or in people who,
whether with buginess experlence or not, participate in a cor-
poration only part time and on a donative bssis. Records are
frequently lost or not kept properly. Moreover, there is fre-
quently so little at stake financlally that the cost of retain-
ing lawyers is prohibitive.

Some a@ministrativa office, which could reaolve
such disputes in an informal manner, foliowing the model of a
small clailms court, could provide a relsatively inexpensive and
speedy means by which such disputes could be settled and would
thus offer an attractive molution to many problems.

‘ Assuming that the Committee agrees that the creation
of such a mechaniem !s desirable, thers are many guestions to

resolve regarding ite structure. One would Eirst need to declde
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where such & mechaniem wouid be placed in the govermantal
strﬁcture. One could give jurisdiction to the current small
claims court, or in some administrative body like the Becre-
tary of State's office, the Attorney General'a office, the
Department of Corporations, or the Department of Consumer
Affalrs. There are a varlety of teasuns to support any of
these cholces.

One important factcr to consider would be the func-
tion which this administrative mechanism would fulfill. There
are a number of basic guestions to decide: 1. Bhould resort
to such a forum be optional or should cne party to a dispute in
a nonstock corporation be able to require that any dispute be
brought to such a forum before commencing judicial action?

2. Assuming that a dispute is brought to such a forum, would
its decision be advisory or would it be binding 1if no sppeal
were taken? 3. Assuming that i:s decision were advisory only,
should its findings at least be admiesible as evidence in a
subsequent judiclal proceeding? 4. Bhould there be some limit
placed upon the kinds of disputes which could be brought to
such a forum; for example, mhould the administrative body have
power to decide questions of liability or braacﬁ of fiduclary
duties or should it be limited to disputes regarding elections
of directors or desterminations of whether particular individuals
are members of the corporation or its geverning beard?

There appear to be a number of reasons to prefer
an adminihtratiVa body which issﬁed advisory rulings only on

guestionez voluntarily brought tc it by the parties. First of
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all, the creation of such & body would be an innovation that
would of necesslty he somewhat experimental at its inception,
and it may be prudent, at least at the outset, not to vest it
with maﬁdatory Jurigdiction or the power of binding decisions.
One could still provide, however, that any findings of the

body would be admiseible as evidence in a submeguent judicial
proceeding., Becond, any attempt to give an administrative body
~ the power to make binding determinations would create practical
difficulties since it would be necespgary to cbtain a court
order in order to enforce such determination. PFinally, there
are probably many nonstock corporations in which the financial
stakes are sufficiently high so that the parties would prefer
to proceed immadistely to a judicial forum. MNonetheless, it
might still be possibie, if the Committee preferred a body
with greater powers, to provide that while the administrative
body would be empowered to make binding declsions, any appeal
would be to the Superior Court which could exercise de novo
raview. One could further provide that the initial step of
going through the administrative procedure could be bypassed
upon stipulation of the parties,
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1asue Five: Do we need a judicial procedure by which nonstock
corporations may‘be aathorized to hold meetings of their member-
ship or their directors, cr conduct mail ballots, in some manner
which would otherwise violate the corporation'’s byiaws or arti-
cles or the reguiremants of the nonstock corporations code?

The need for such a provision arises from the same
 factors 'which suggest the informal dispute settling mechanism
discussed as Issue Four above. Because of the informal manner
in which the affaire of many nonstock corporations are con-
ducted, they often fin& themselves uncertaln of «+ho their mem-
bers are, or unable to raise s quorum because they continue
to list as members large numbers of perscns who have long
since ceased being active in the corporation and whoze pres-
ent addresses may be unknown. Diffilcultles often arise be-
cause of an inability to locate a current-;érsion of the organ-
tzation's bylaws so that the body cannot be certain it 1s pro-
ceeding properly. An organization in such a position may fail
to hold regquired electione for its board of directors znd even
may be uncertain of the membership of i%s governing board.

Such difficulties sometimas arise in the context of a corpora-
tion whosa purposes have long since been fulrfilled and which

ought to be dissolved but is unable to dimsolve iltself because
of difficulties such ap these, It is frequently the case that
the only remaining persons with any interest in the bedy agree
completely upon the course of action that ought to be followed

but are unable to foliow that course of action in compliance with

the necesmary rules.
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A judicial proceducse tu deal with tils problem would
likely be of great help. 1t could be drafted along the follow-
ing linea:

{a} 1f for anv reascn it ig impractical or impossible
for any hongsiock corporation to call or conduct a meeting
of its membere or dirsctors, or othsrwilsc obtain thelr
conesent, in the manher prescribed by i¢ts articles or by-
laws, or this division, then the superior court in the
county of its principal place of business upon petition
of & director, a member, or the Attorney General, may
order that surh a maeting be calledé or that a mail ballot
or vther form of obtaiaing the consent of members or di-
rectors be authorized, in such a manner as the court finds
falr and equitable under the cilrcumstances.

(b) The court shall, in en crder issued pursuant
te this sectlon, provide for the best available, practical
method of giving notice %o all parties who would be en-
titled to notice of a meeiing or mall ballot held pursuant
to the articliee and bylews, whether or not the method re-
pults in actual notlce to every such person, or conforme
to the notice regquirements that would cotherwise apply.

{c) The order iasusd pursuant to this section may
dispense with the gueorum reguirements that would other-
wise apply, and with anv othsr regquirement that would
otherwise be inposed by the articles, bylawe, or this
diviaion, and may limit “he aubiect matter of the meeting
or matters which the written consents may authorize.

(d) Wherever practicsl uny order issued pursuant te
this section shall limit the subject maltsr of the meetings
or other forms of conzent suthorized to items, including
amendments to the articles or bylaws, the resclution of
which will or may «nanle the corporation to continue man-
aging ite affajre without further resort to this section;
provided, howaver, that an order under this section may
alsc authorize the obitaining of whatever consents and
approvals are necasmary for the dlsscvlution, merger,
consclidation or reorganisecicn of the noshsteck corpora-
tion,

, {e} Anv meeting or other method of cbtalning the
consent of members oy directors held or conducted pursuant
to an order issued under thls ssction, and which complies
with all the provisions of suri order, is for all purposes
a valid meeting or mail baliot, &s the case may be, and
shall have the same force and effect as if the meeting or
written consent complied with svery requirement imposaed
by the articies, tvlaws, and thie diviaion.
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We are interested in obtaining the Committee's views
on the general concept of such s provision as well as the

gspecific statutory languace suggested.



